STATE OF HAWAIl
DEPARTMENT OF LAND AND NATURAL RESOURCES
Division of Boating and Ocean Recreation
Honolulu, Hawaii 96819

January 13, 2017

Board of Land and Natural Resources
State of Hawaii
Honolulu, Hawai'i Statewide

Request Approval of the Division of Boating and Ocean Recreation Sublease Rent
Participation Policy

PURPOSE:

Adoption of a Division of Boating and Ocean Recreation (“DOBOR”) sublease rent
participation policy allows DOBOR to provided clear and consistent guidance to
lessors regarding subleases and provides for conformity in determination of sublease
rent participation within the Department of L.and and Natural Resources by being
consistent with the sublease rent participation policy currently in use by the Land
Division and approved by the Board of Land and Natural Resources (“Board”).

LEGAL REFERENCE:
Hawaii Revised Statutes Chapter 171-36(a)(6):

The lessee shall not sublet the whole or any part of the demised premises except with
the approval of the board; provided that prior to the approval, the board shall have the
right to review and approve the rent to be charged to the sublessee; provided further
that in the case where the lessee is required to pay rent based on a percentage of its
gross receipts, the receipts of the sublessee shall be included as part of the lessee's
gross receipts; provided further that the board shall have the right to review and, if
necessary, revise the rent of the demised premises based upon the rental rate charged
to the sublessee including the percentage rent, if applicable, and provided that the rent
may not be revised downward

REMARKS:

L Adoption of a DOBOR Sublease Rent Policy is consistent with the Department of
Land and Natural Resources (DLNR'’s) Principle of providing uniform policy across
the respective DLNR divisions.

On August 24, 2012, under item D-14, as amended, the Board approved the sublease
rent participation policy that is currently in use for leases under the direct

Item J-4
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management of the Land Division and is attached hereto as “Exhibit A", '

The rationale behind the establishment of a formal sublease rent participation policy
was that the State should not allow excessive profiteering from commercialized use of
State owned property while recognizing the lessee's right to receive a fair return on
investment.

In anticipation of current and future development opportunities that will involve
subleases, DOBOR wishes to formally establish a sublease participation policy that
is clear and consistent. DOBOR’s intent is to utilize the policy for every lease which
will provide guidance for both lessees and staff on the determination of sublease
participation rents. Current leases which allow for a rent adjustment in the event of
subleasing will be informed by the policy with respect to calculating sublease rent
participation and future leases will include the sublease participation policy and
calculations as part of the lease.

The Board has already approved a sublease rent participation policy currently in use
for leases under the direct management of the Land Division. DOBOR finds Land
Division’s policy instructive and to conform state practice regarding land
dispositions, intends to follow the same policy.

I1. Policy:

This policy shall apply to leases under the direct management of the Department of Land
and Natural Resources, Division of Boating and Ocean Recreation.

1. For lessees paying fair market rent:

a. Ifthe lessee subleases unimproved lands, the Board shall revise the rent to
include as additional rent, 50% of that portion of the sublease rent in
excess of the original ground rent paid to the State. The following
calculation shall be used:

Annual Sublease Base Rent: $

LESS: General Excise Tax: $( )

Net annual Sublease Base Rent: $

LESS Annual Lease Ground Rent: $( )

Additional Annual Sublease Rent: $

MULTIPLIED by 50%: x .50
Additional Annual Rent due DLNR: $

b. If the lessee subleases improvements owned by the State, the Board shall
revise the rent to include as additional rent, 50% of that portion of the

! On July 9. 1982, under agenda item F-9, the Board approved Land Division stafT's recommenudation to adopt a sublease evaluation policy which
was first developed and wtilized in 1968.  Since then, the Board has approved the evolution of the policy in consideration of changes in the
prevailing economic climate for the periad. On May 26, 2000, under agenda item D-24, as amended, on January 26, 2004, under agenda item D-
8, as amended, and on August 24, 2012, under item D-14, as amended, the Board approved staff recommendations for amending the sublease rent
participation policy for Land Division uniil it reached its most recent iteration,



BLNR - Sublease Rent Participation Policy Page 3 Janvary 13, 2017
Amendment and Adoption, DOBOR liem J-4

sublease rent in excess of the original ground rent paid to the State. The
following calculation shall be used:

Annual Sublease Base Rent: $

LESS: General Excise Tax: $( )

Net annual Sublease Base Rent: $

LESS total Allowances: $( )
Allowances:

Management & Vacancy Loss
(eff. inc. x%):
Repair and Maintenance:
Real Property Tax:
Insurance:
Total allowances:
LESS Annual Lease Ground Rent $( )
Additional Annual Sublease Rent: $
MULTIPLIED by 50%: x .50
Additional Annual Rent due DLNR: $

Alen H B m

c. If the lessee subleases improvements not owned by the State, the Board
shall not receive any portion of sublease rents from subleasing improved
space unless:

i.  that right and method of calculation are specifically stated in the lease;
OR

ii.  participation in sublease rents is warranted considering the age of the
improvements (including but not limited to the extent to which the
improvements have been depreciated or amortized), lessee's
expenditures to maintain the same in relation to sublease revenues, and
the extent to which the lessee actually occupies and uses the lease
premises for its own business. The following calculation shall be

used:
Annual Sublease Base Rent: $
LESS: General Excise Tax: ¥ )
Net annual Sublease Base Rent: $
LESS total Allowances: $( )
Allowances:
Investment Return: $

Management & Vacancy Loss
(eff. inc. x%):

Repair and Maintenance:
Real Property Tax:
Insurance:

Total allowances:

;NnHAAmen
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LESS Annual Lease Ground Rent R )
Additional Annual Sublease Rent: $
MULTIPLIED by 50%: x .50
Additional Annual Rent due DLNR: $

2. For lessees paying any amount less than fair market rent:

a.

If the lessee subleases unimproved lands, the Board shall revise the rent to
include as additional rent, 50% of that portion of the sublease rent in
excess of the original ground rent paid to the State. The calculation
delineated in 1.a. above shall be used.

If the lessee subleases improvements owned by the State, the Board shall
revise the rent to include as additional rent, 100% of that portion of the
sublease rent in excess of the original ground rent paid to the State. The
following calculation shall be used:

Annual Sublease Base Rent: $

LESS: General Excise Tax: $( )

Net annual Subleuse Base Rent: b

LESS total Allowances: R G
Allowances:

Management & Vacancy Loss
(eff. inc. x%):
Repair and Maintenance:
Real Property Tax:
Insurance:
Total allowances:
LESS Annual Lease Ground Rent $( )
Additional Annual Sublease Rent: $
MULTIPLIED by 100%: x1
Additional Annual Rent due DLNR; $

Rl PB AR

If the lessee subleases improvements not owned by the State, the Board
shall revise the rent to include as additional rent, 50% of that portion of
the sublease rent in excess of the original ground rent paid to the State.
The calculation delineated in 1.b. above shall be used.

3. Furthermore, the foregoing calculations generally reflect the intent of the Board of
Land and Natural Resources (“Board™) regarding the calculation of sublease
sandwich profit and shall serve as guidelines in such calculation. The Board
authorizes staff to use their discretion in representing the State's interest in applying
these formulae to address the varying sublease arrangements that may not fit neatly
into the formulae.

4. The following definitions shall be binding in the interpretation of terms used in the
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calculations of sublease sandwich profits provided in part I of this policy:

ANNUAL SUBLEASE BASE RENT: The total gross yearly sublease ground rent
amount collected by a general lessee without any deductions.

GENERAL EXCISE TAX: State of Hawaii G.E. Tax. This expense will be
deducted only if not paid by a sublessee.

NET ANNUAL SUBLEASE BASE RENT: Annual sublease ground rent less G.E.
Tax

ANNUAL LEASE GROUND RENT: The total gross yearly ground rent paid by
general lessee for the proposed sublease area.

ADDITIONAL ANNUAL SUBLEASE RENT: Additional annual rent realized by
general lessee from subleasing the proposed sublease area. Amount not less than
zero.

ALLOWANCES: Allowances for costs incurred by a general lessee for
management and maintenance of improvements.

INVESTMENT RETURN: Retumn of general lessee’s cost of improvements over
the term of the lease. If the actual cost is not determined, an estimated amount is
obtained from appropriate real property assessed valuations established within
eighteen (18) months from completion of improvements. A reasonable return on
investment that a prudent general lessee expects, return rate fluctuates with
market and economic conditions. The rate may be adjusted to reflect the change in
market and economic conditions

MANAGEMENT AND VACANCY LOSS: Applicable to rent collections,
accounting, legal and miscellaneous property management expenses, and
allowance for non-collection of sublease rent. This allowance is not to exceed
a rate of ten percent (10%) of Net Annual Sublease Base Rent.

REPAIR AND MAINTENANCE: Expenses applicable to maintenance and
repairs on building(s) and premises such as painting, refuse disposal, re-
paving, utilities, landscaping, security, etc. Staff may use their discretion in
granting this allowance based on evaluation of necessity or repairs and
maintenance. If detailed expenses are not provided by the general lessee, such
expenses will be estimated at two percent (2%) of Net Annual Sublease Base
Rent (Line 3) is used. This expense will be deducted only if not paid by a
sublessee.

REAL PROPERTY TAX: Per current real property tax bill or notice sent by
appropriate Real Property Tax Office. This expense will be deducted only if not
paid by a sublessee.
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INSURANCE: Premiums paid for fire and liability insurance policies. This
expense will be deducted only if not paid by a sublessee.
RECOMMENDATION:

That the Board Approve the adoption of the DOBOR sublease rent participation policy as
stated herein.

Respectfully Submitted,

czsg il

Edward R. Underwood
Administrator

APPROVED FOR SUBMITTAL:

Suzanne D. Case
Chairperson



STATE OF HAWAN
DEPARTMENT OF LAND AND NATURAL RESOURCES
Land Division
Honolulu, Hawaii 96813

August 24,2012

Bourd of Land and Natural Resources
State of Hawaii

Honolulu, Hawaii

Modification of Staff Recommendation in Board Action of January 26, 2001, ltem D-8,

as Amended, Regarding Sublease Rent Participation Policy. The Purpose of the
Modification is to Make the Staff Recommendation Consistent with the Board's
Directives and Practice in Determining the State’s Participation in Sublease Rents.

BACKGROUND:

On May 26, 2000, under agenda item D-24, as amended on January 26, 2001, under
agenda item D-8, as amended, the Board of Land and Natural Resources was presented
with staff recommendation for a sublease rent participation policy, which can be
summarized as follows for lessees paying fair market rent;'

If the lessee subleases unimproved lands, the Board shall revise the rent to
include as additional rent, 50% of that portion of the sublease rent in
excess of the original ground rent paid to the State.

If the lessee subleases improvements owned by the State, the Board shall
revise the rent to include as additional rent, 50% of that portion of the
sublease rent in excess of the original ground rent paid to the State.

If the lessee subleases improvements not owned by the State, the Board
shall not receive any portion of sublease rents from subleasing improved
space unless that right and method of calculation are specifically stated in
the lease.

The Board ultimately adopted a sublease rent participation policy, but specifically

1 The policy includes detailed formulas for calculating the amount of sublease rent participation

as shown in Exhibit I attached hereto. The policy also covers rent participation in subleases
where the lessee is paying less than fair market rent. APPRO ' RD F

LANDAN | SOURCES
ATITS v DON OV

Exhibit A Quavrt 2 0.7
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amended the staff recommendation by clearly articuluting that it was approving general
principles or guidelines for a rent participation policy and it desired und authorized stafT
(o continue to use good lund management practices in evalunting the varying factual
scenarios thiat can arise in sublease arrangements and ultimately making a
recommendation to the Bourd on whether the Stute should participute in the sublease
rents, or not. There{ore, the Bourd amended the staff recommendation by adding the
following statement into the record and minutes of the meeting (Board's amending
language in bold):

This policy shull apply to leases under the direct management of the Lund
Division. Furthermore, the following formulae generally reflect the
intent of the Board regarding the calculation of sublease sandwich
profit and shall serve as guidelines in such calculation. The board
authorizes staff to use their discretion in representing the State’s
interest in applying these formulae to address the varying sublease
arrangements that may net fit neatly into the formulae.

Staff has followed, and intends to continue to follow the Bourd's directive by continuing
to use good land management practices in evaluating a sublease arrangement and
recommending departure from the generul formulas noted above when adherence to them
seems contrary to the State’s best interests. Recent Land Board actions involved
consenting 10 a particular lessee’s sublease arrangement and participation in the sublease
rents, Although the staff submittals discussed the Board's sublease rent participation
policy and explained how the recommendation to participate in the sublease rents was, in
staff"s view, consistent with the Board's sublease rent participation policy, as amended,
the staff submittals did not formally seek to refine or elaborate upon the Board policy
adopted, as amended, in 2001. This submittal formally and expressly seeks to do so.

REMARKS:

The situations where the formulas summarized above would normally not allow the State
to participate in sublease rent when staff"s assessment is that the State should receive
some benefit from the sublease often arise where the improvements have been
substantially depreciated or amortized, and in cell tower or telecommunication Jeases, or
a combination thereof. Telecommunications companies ofien hold leases that were
entered into by direct negotiation pursuant to statute. The lessee typically obtains the
lease and constructs the required improvements, usually consisting of one or two
equipment/office buildings and the cell tower or antenna itself. With the Board’s
consent, the lessee can sublease space on the antenna to other telecommunications
companies and generate revenues that more than cover the expense of the lessee’s ground
rent to the State.

For example, at its meeting of October 28, 2011, Item D-27, the Board approved staff’s
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recommendation for the State to receive 50% of the sandwich profits generated in a
subleaseflicense sitvation under General Lease No. S-4223, which was issued in 1969 for
microwave station and other radio communication fucilities purposes. In that case, the
ground rent under General Lease No. S-4223 was $31,400 per year, and the sublease rent
collected by the lessee was $33,153.57 per year. The staff submittal noted thut the
improvements constructed by the lessee hud largely been depreciated over the course of
upprox:matcly 40 yeass since the issuance of the lease. The Board approved the State’s
participution in sublease rents at the rate of 50% even though the righl to participation
and method of calculation were not specifically stated in the lease.”

Similarly, at its meeting of November 10, 2011, item D-5, the Board approved the State’s
purticipution in sublease rents under another cell tower lease at the rute of 25% in General
Lease No. S-5511. In that case, the lease was issued in 1997 and less time had passed for
the depreciation of the cost of improvements. Additionally, the lessee submitted evidence
of ils ongoing maintenance costs for the tower, General Lease No. S-5511 allowed the
Bourd to adjust the rent in the event of a sublease, but the right to participation and
method of calculation were not specifically stated in the lease,

Another situation that sometimes arises is where a State lessee acts strictly as a sub-
lundlord in subleasing improved lands to various sublessees.’ In such case, the State
lessee may not actually occupy or operate a business (such as for industrial, commercial
or agricultural use) at the premises but, instead, generates sublease income from multiple
sublessees that exceeds the amount of rent the lessee pays to the State, Under the general
formulas set forth above, the State would not ordinarily share in the sublease rents when
the improvements constructed or owned by the lessee, unless the right to participate and
method of calculation are specifically stated in the lease, regardless of whether the
improvements have been substantially or fully amortized or depreciated (e.g., a 65-year
lease in its 40 year noted above).

The cell tower and sub-landlord situations discussed above are two cases in which staff
believe the State’s participation in sublease rents is warranted depending on the age of the
improvements (including the extent to which the improvements have been depreciated or
amortized), lessee’s expenditures to maintain the same in relation to sublease revenues,
and the extent to which the lessee actually occupies and uses the premises for its own
business. Staff is including a recommendation below that the Board refine and eluborate
upon its existing policy to cover circumstances that may warrant the State’s participation
in sublease rents even where the improvements are owned by the lessee and right to
participate and method of calculation are not specifically stated in the lease.

2 By statute, the Board can adjust the rent under a lease as a condition to a consent to assignment
or sublease, even if the Jease is silent on rent adjusiment in such cases. See HRS Section 171-

36(a)(6).
3 In other words, the Jessee is acting as a pure landlord and is in a sandwich lease position
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RECOMMENDATION: That the Bourd:

1. Refine its prior approval (as amended) of January 26, 2001, liem D-8, by
modifying the staff"s prior recommendation A. J.c on page 3 10 reud as lollows

If the lessee subleases improvements not owned by the State, the Board shall not
receive any portion of subleuse rents from subleasing improved spuce unless: (i)
that rlghl nnd melhod of calculnuon are hpeclﬁcnlly stated in the lca-ze, (i)

2 Except as amended hereby, the Board's prior action of Januury 26, 2001 shall

remain the sume,
Respectfully Submitted,
evin E. Moore i
Assistant Administrator
APPROVED FOR SUBMITTAL.:
e fi)

%\ William J. Aila, Jr., Chairperson



STATE OF HAWAII
DEPARTMENT OF LAND AND NATURAL RESOURCES
Land Division
Hanolulu, Hawaii 96813

Janvary 26, 2001

Board of Land and Natural Resources
State of Hawaii

Honolulu, Hawaii Statewide
RESUBMITTAL: Amendment to the Bublease Rent Participation
Policy

BACKSROUND :

On May 26, 2000, under agenda item D-24, the Board of Land and
Natural Resources ("Board®) approved the "Revigion to Subleases Rent
Participation Policy" (refer to Exhibit A). The policy was stated as
follows:

*The following policy shall apply to leagses under the direct
management of the Land Division.

1) For unimproved lands, the Board ghall rsvise the xent to
include as additional rent, 50% of that portion of the
sublease remt in excess of the original ground remt paid to
tha State.

2) For improved lands, the Boaxd shall not receive any portion
of sublease renta obtained from subleasing improved space
unless that right and wethod of calculation are specifically
stated in the lease.*®

Recently, staff has come across a situation which this sublease
policy does not address. The non-profit Waimmmalo Teen Project was
issued general lease 8-5468 under section 171-43.1, HRS, and received
nominal remt (25% of fair market) at §$317 per year (see Exhibit B for
calculation). Sometime in mid-1999, the Waimanalo Teen Rrpject
requested that they be able to sublet part of their building to Caatle
Medical Cemter.

On July 9, 1993, under agenda item D-16, the Board approved and
amended staff's recommendation to amend Generxal Lease $-5468 by
allowing for subleasing under the lease. The Board amended staff’'s
recomsendation by deleting the consent to sublease with Castle Medical
Center due to concexms regarding the calculation of the gublease
sandwich amount and the issue of whether Cagtle Medical Center was a
for-profit opexatian circumventing the public auctiom process.

Based on staff's addressing of these copcerns, the Board

e QW
M Riotes . - ITEM D-8
l'r-’ Y n‘il?mmou _

e g 26, St EXHIBIT 1
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consented to the sublease between Waimanalo Teen Project and Castle
Medical Center on November 19, 1999 under agenda item D-27. Item 4 of
the recommendation was amended as follows:

nIncreagse of the annual rental by the amount of the annual

sandwich rental profit as calculated by the statf appraiser,
subject to adjustment upon remegotiation of the sublease or
reopening of General Lease S-5468, or change im the policy.*

Regarding the added language, Board meeting wminutes reveal that
there had been concern about a discrepancy in the sandwich rental
calculations. The Administrator suggested deferring this item until a
Board briefing to discues a revisiom to the sublease policy could be
conducted. The Waimanalo Teen Project accepted the remt as calculated
and indicated a need to get Castle Medical Center onto the property.
In response, the Board approved the congsent to sublease and added that
the congent would be subject to amy future change in the subleaae
policy.

Based on this situatiom, staff is recommending changes to the
Sublease Rent Participation Policy in this submittal. (This submittal
was deferred by the Boaxrd on December 15, 2000 to allow the new
Chairperson and Board Member McCrory the opportunity to comment on
this matter.)

REMARKS :

¥When the Revision to Bublease Rent Participation Policy was
drafted, staff did nmot account for the situation where a non-profit
pays less than fair market rent. As such, staff did not address the
public policy question of whether a mon-profit, which is being
subsidized by the State through nominal xemnt, should be pubject to the
same sublease policy provisions as lessees who are paying fair market
rent.

Upon discussion among staff, including the staff appraiser, we
believe that the sublease policy, as approved, should not apply to any
lessee who is paying less than fair market rent. 1In this case, the
lessee is receiving a State subsidy and should not be allowed to
solely benefit from subleasing the State property without
participation by the State, even where the improvements constructed by
the leasee are being subleased rather than raw land.

Further, staff noticed that the approved sublease policy stated
*for improved lands, the Board shall not raceive any portion of
sublease rente obtained from subleasing improved space unless that
right and wethod of calculation are epecifically stated in the lease.”
This provision was based on the premise that the lessee comstructed
the improvements and assumed the risk and therefore should solely
benefit from any subleasing arrangemente. 8Staff would like to clarify
where the State owns the improvements (i.e., the leassee assumed no
risk), then ths leass rent would be revised to include as additional
rant, S0% of that portiom of the sublease rent in excess of the
original ground rent.
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RECOMMENDATION :

That the Board amend the Revision to Sublease Rent Participation

Policy approved by the Board on May 26, 2000, under agenda item D-24,
by:

A. Amending paxagraph 2) of the Recommendation section by replacing
the entire *Policy® statement to read as follows:

“Poli

This policy shall apply to lesases under the direct management of
the Land Division.

1. For lessees paying fair market rent:

a. If the lesgee subleases unimproved lands, the Board
shall xevise the rent to include aes additional reat,
50% of that portion of the sublease rent in excess of
the original ground rent paid to the State. The
following calculation shall be uged:

Anmnal Sublease Ground Rent ]

LESS: Generxal Bxcige Tax L1 )

Net Annual Subleage Ground Rent []

LEBS: Annual Ground Rent 8t )

Additional Annual Rent 8

MULTIPLIED by S0% x .50
Additional Annual Rent Due DLMR $

b. If the lessee subleases iwprovements owned by the
State, the Board shall revise the rent to include as
additional rent, 50% of that portion of the sublease
rent in excese of the original ground rent paid to the
State. The following calculation shall be used:

Annval Subleass lucome -]
LESS: Qaneral Excise Tax gg )
Net Annual Sublease Income

LESS: Allowances g_(_r__l
Nanagement and vacancy loas (eff. inc. x &
Repair and maintenance

Real property tax
Insurance
Ground leage xrent
Additional g;nual income 8
MULTIPLIED 508 x .50
Additional Annual Rent Due DLMR 3

c. If the lepsee subleases improvements not owned by the
State, the Board shall not receive any portion of
sublease rents from subleaging improved space unless
that right and wmethod of calculation are specifically
state in the lease. :
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2. for lessees paying any amount less than fair market rent:

a. If the lesase subleases uniwmproved lands, the Board
shall revige the rent to include as additional rent,
50% of that portion of the sublease remt in excess of
the original ground rent paid to the State. The
calculation delineated in l.a. above shall be used.

b. If the lessee subleases iwmprovements owned by the
State, the Board ghall revise the rent to include as
additional rent, of that portion of the sublease
vent in excess of Bhe original ground remt paid to the
8tate. The calculafion delineated in 1.b. above shall

be used. m ¢ +' 'm

c. If the lessee subleases improvements not owned by the
State, the Board shall revise the rent to include as
additional rent, 50% of that portion of the sublease
rent in excess of the original ground xent paid to the
State. The following calculation shall be used:

Annual Sublease Income $
LESS: General Bxcise Tax gl }
Net Annual Sublease Income

LESS: Allowances
Management and vacancy logs (eff. inc. x %)
Investment return (total invest. X &)
Repair and maintenance
Real property tax
Insurance
Ground lease rent
Additional :;nual Income 9
MULTIPLIED 50% x .50
Additional Annual Rent Due DINR [3 ®

B. Deleting paragraph 4) of the Recommendation section in its
entirety.

c. The remaining approved recommendations of agenda item D-24 shall
remain in effect.

Regpectfully Submitted,
y, 2. PPy

DIBRDRE S. MAMIYA, Asat Msjzo:




Approved a8 Amended.—The staff recommendation was amended to read as
follows:

This policy shall apply to leases under the direct management of the Land
Division, Furthermors, the following formulae generally reflect the intent of
the Board regarding the colculation of sublease sandwich profit and shall serve
as guidelines in such colculation. The Board authoriyes stoff to use their
discretion in representing the State's interest in applying these formulae to
address the varying subleasing arrangements that nqy not fit neatly into the
Jormulae.

Condition 2.b. was also amended by changing “. . . |50%)] to 100% of that postion
of tha sublease rent , , ."
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STATE OF HAWAIL
Department of Land and Nalural Resources

Land Division
Honolulu, Hawali 96813

May 26, 2000

Board of Land & Nalwral Resources
Stale of Hawail
Honolulu, Hawaii STATEWIDE

Subject: RESUBMITTAL - REVISION TO SUBLEASE RENT PARTICIPATION
POLICY

Background
Chapter 171-36(a) (6), 1998 Hawail Revised Stalules states:

“The lessee shall not sublet the whole or any part of the demised premises
except with the approval of the board; provided that prior to the approval, the
board shall have the right 1o review and approve the rent to be charged o the
sublessas; provided further that in the case where the lessee is required to pay
rent based on a percentage of its gross receipts, the receipls of the sublessee
shall be included as part of the lessee’s gross recelpls; provided further that the
board shell have the right to review and, if necessary, revise the rent of the
demised premises based upon the rental rete charged to the sublessee
including the percentage rent, if appliceble, and provided that the rent may not
be revised downward;”

On July 8, 1682, under agenda item F-9, the Land Board approved staff's
recommendation to adopt a sublease evaluation policy. As stated in this
submitial, staff recommended the Board formally adopt the format and procadure
used to determine the emount of sandwich profit which was first developed and
utilized in 1968. The rationale behind the policy was that the State should not
aliow anyone 10 make sandwich profits from the use of State owned property. As
stated, the purpose of this policy was 1o prevent speculation and to prevent the
sublessor from bacoming the predominant tandiord.” The policy also recognized
the lessee’s right 10 recsive a fair retum on his investment. Presently, sandwich
profits are estimated using the computation shest identified as Exhibit A Onthe
wmmmummmwmmammm:om
lessee’s investment are subtracted from the sublease income to detenmine what
rent, if any, is due DLNR. T e

CFERONED £ 'l & T O m A
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Problem Definition

In light of the changed economic environment in which we aperate - in

, the dramatic decline in properly values since the Japanese bubble
burst in or about 1930 — staff revisited the Sublease Evaluation Policy. In
evaluating the sppropriateness of current policies, stalff examined appraisal-
related poficies, including the sublease rent participation policy. Staff identified
the following concems regarding this poficy and accompanying worksheet:

Falmess to Lessees: The current sublease evaluation policy may be unfair o
the lesses because it assigns 100% of the sandwich profit to DLNR even though
it is the lassee who assumes the risk.

Reduced Marketability: DLNR ground leases may not be as markstable
because of the sublease evaluation policy. This may be particularly true in
today's depressed economy or when a business savvy lessee Is invoived.

Lack of Clarity: The cument worksheet is open to considerable interpretation
and difficult to support.

Cost/Benefit of imptementation: The additional income received may not
justify the time spent calculating and applying sandwich profits. For example,
one industrial lease may have several subleases with terms of one year or less,
Each lime these subleases are exiended and/or the rents changed, staff must
ro-ovaluate the rents for sandwich profits. Because the law requires that we
revise the lessee’s rent basad on the sublease rent, staff ends up continuatly
changing the lesses’s rent based on the sandwich profils determined.

Analysis

Staff's concem is the current workshest may be loo harsh on lessees who
essentially act as enirepreneurs and assume much of the risk. This concemn was
addressed in a January 8, 1687 study done by Ming Chew Associates for the
Department of Hawailan Home Lands (DHHL). The study noted that “many
lessees felt that having entered into the original lease in good falth at a set
rental, it was unfalr to change the rental terms of the lease during “mid-stream’
with rental adjustments that were neither discussed nor agreed to during the
initial signing of the lease.”
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The DHHL study also indicated the atlempt to prevent specutation is based on
the wrong circumstance (the sublease). if the intent [s to have lease rents keep
up with increasas In land valus, then the iease should be madified to consider
step up rents, percentage rents, rent adjustments based on the CPI, and/or
shorter reopening periods. The report statad that in the privale sector, most
lessors do not participate in sublease rents.

On Decamber 9, 1998, staff conducted a briefing to provida background on the
relevant issues of the sublease policy and o explore the Board’s views and
opinions on different alternatives for the policy.

At this Board briefing, the following Issues were discussed:

1) The Board questioned whather other large land owners perticipated in
sublease rems and requestad that staff expand its survey of other
large land owners.

2} The Board agreed that 8 60% split was more reasonable but
questioned the policy’s cost/benefit.

Following this Board briefing, staff surveyed large Hawali landowners and
found the following:

Campbell Estate: The estate may take 0% of a sandwich when vacant
tand is concemed. Once the site is Improved, Campbelt does not diractly
participate in sandwich rents.

: Bishop may aiso lake 50% of a sandwich when vacant land s
subleased; however, when a vacant parcsl is leased Bishop typically knows
whalt is planned and accounts for this via percentage rent, step-ups, etc. Finding
that one of their lessees has created an unaxpected sandwich position is rare.
Bishop stated that elther the lease prohibits such a sandwich or the lesses s
being forced to sublease due to difficult aconomic conditions, hence a sandwich
position is unlikely. Bishop would not rule out participating in sandwich rents
shoulkd one ever exist.

Kaneohe Ranch: Kaneche Ranch does nol directly participate in sandwich
rents. Like Bishop, Kaneche Ranch typically knows what is plannad at the start
of a Isase and does not expect to find unauthorized sendwich positions on ils

property.
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i o} ands: DHHL collects sandwich rents on both
vaoan!andlmpmvedsnas. Thedepaﬂmentwvisesﬂwmntbasedonﬁﬁ%of
the amount by which the sublsase rent exceeds the original rent for that portion
of the property. DHHL estimates it recelvas less than $5,000 per year in
sandwich rents.

Damon Estate: The Damon Estate does not participate in sandwich renis and
does not condemn a lessea when one Is created. They have no unimprovad
lands.

: The Robinson Estate also does not participate in sandwich
rents nor does it discourage a lessee from creating a sandwich position. They
stated that in fact, much of their lands got developed becausa sandwich
positions on vacant land were penmilted. The estate deals only with ground
lsases.

Based on these findings, staff recommends revisions to the Sublease
Evaluation Policy presented at the December 9, 1989 Board brisfing to ensure
fairness Iin our dealings with lsssees and increase the marketability of our
leases.

Staff now belleves that when a lessee improves a vacant site and
subsequently subleases improved space, the State should pot participate in
sandwich profits ocbtained from subleasing that space. Staff recognizes that
it Is the lessee who has the vision and assumes the risk, and it is the lessee
who should benefit,

Staff also belleves subleass rent participation ghould apply when vacant

land is leased and subsequently subleased. Staff suggests that when
vacant land is subleased the rent paid to the State should be revised to
include as additional rent, 50% of that portion of the subleass rent in excess
of the rent paid to the State. This lsaves the lessee with some economic
incentive and allows tha State to participata in sandwich profits. This
shouid also help discourage lesseaes from overtly speculating with State
land. The Sublease Participation Worksheet, examples of rent due and rent
logs are attached as Exhibits C and D. Note the only expense is G.E. tax
(4%) on the sublease rent received, which the sublessor Is required to pay.

Staff notes that we are requesting the Board delegate its authority to the

Chairperson when sandwich profits do not exist due to: 1) application of the
new, recommended policy or; 2) the absence of a sandwich provision in the
lease. This request is made (o streamiine the consent to sublease process.
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Policy:

The following policy shall apply to leases under the direct management of
the Land Division.

1) For unimproved lands, the Board shall revise the rent to include as
additional rent, 50% of that portion of the sublease rent in excess of the
original ground rent paid to the State.

2) For improved lands, the Board shell not receive any portion of sublease
rents obtained from subleasing improved space unless that right and
method of calculation are specifically stated in the lease.

The Revision to Sublease Raent Participation Palicy dated April 28, 2000 was deferred
due to concems the Board had regarding the Sublease Participation Worksheet. The
Board questioned the worksheet's clarity and was particularly concerned about
deductions for property taxes snd miscellaneous allowances. Upon review, staff
determined these and all other deductions, with the exception of G.E. tax, should not
be included. The revised Sublease Participation Worksheet identified as Exhibits B
eliminated thase daductions and simplified the line item descriptions.







